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SOME ASPECTS OF DEFENSE FINANCING 


In the immediate future the defense effort will be 
a factor in the economy roughly as important as all 
public expenditures prior to the defense program. A 
heavy burden upon the economy is inevitable. 

The level of national income is an important ele- 
ment affecting our ability to meet defense costs. De- 
fense costs met from an expanding income are less 
burdensome than those which impinge on ordinary 
private consumption. Shifts in disposable incomes 
remaining after tax payments will occur, but there 


HE costs of the national defense program and the 

ability of the economy to bear those costs are im- 

portant considerations in the formulation of defense 
finance policies. Changes in the level and distribution of 
the national income possess a cause as well as effect rela- 
tionship to the fiscal policies of government. Taxing, bor- 
rowing and spending policies affect and are affected by 
the productive effort of the nation. 

Any consideration of the impact of defense burdens upon 
the economy should be based upon some reasonable esti- 
mate of the ultimate cost. The difficulties here, however, 
are apparent. At the end of May the national defense bill 
of the United States for the fiscal year 1942 was placed 
at $15.5 billion by the Bureau of the Budget. A few 
days later the Deputy Director of the Office of Production 
Management stated that the United States will have to 
spend at least $100 billion to match the German war 
machine. The same official estimated that a successful con- 
summation of the war effort would require the allocation 
of 25% of the national income to defense production 
for an indefinite period. 

These few figures serve only as a rough guide to de- 
fense costs in the near future. Since the beginning of 
the defense effort more than a year ago there have been 
numerous revisions of estimated defense costs and they 
have uniformly been upward. As the program is undergoing 
a continuous revision, the estimates possess no more than 
a temporary validity. Although the foregoing estimates 





should not be any conscious effort to effect a re- 
distribution of income. 

A two-thirds taxes, one-third loans ratio is more 
or less accepted as a basis for financing federal ex- 
penditures. No test of adequacy can be applied to 
this ratio. The source of net additions to borrow- 
ings is an important consideration. It is essential 
that all or most, of.the increase in indebtedness be 
financed frofa’ savings) 
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ABILITY To MEET DEFENSE COsTS 


Viewed in the light of the nation’s experience, the 
statement that national defense will require 25% of the 
national income can be best described as staggering. In 
the first full year of the defense program—fiscal year 1941 
—national defense expenditures of $6 billion equalled 7% 
or 8% of the national income, compared with a figure 
of 2.2% for the fiscal year 1940. The allocation of 25% 
of the national income to defense purposes would imply— 
roughly—a relative increase of 200% above the fiscal year 
1941. By way of comparison, in recent years governmental 
expenditures for all purposes have been equivalent to more 
than 25% of the national income, while tax collections 
have averaged above 20% of the national income. 

These data suggest that in the immediate future the de- 
fense effort will be a factor in the economy roughly as 
important as all public expenditures prior to the incep- 
tion of the defense program—resulting in an extremely 
heavy burden upon the economy. Here, it may be pointed 
out, a quantitative appraisal alone is inadequate. National 
defense expenditures bear the stamp of unanimous approval 
and as such are sharply distinguished from some nondefense 
activities. This qualifying factor is important in reaching 
the conclusion that the allocation of 25% of the produc- 
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tive effort of the nation to national defense is within the 
maximum limit that under favorable circumstances might 
be directed to this essential governmental function. 

As a background for the discussion that follows, it may 
be noted that in December, 1940, the Department of Com- 
merce reported that in the United Kingdom war expen- 
ditures were at a rate equal to 50% of the national income. 
In March, 1941, the Department of Commerce reported 
that in the early months of this year the war expenditures 
of Germany were running at a rate of 72 billion marks a 
year or 72% of an estimated national income of 100 billion 
marks. It was stated that a comparable rate of expenditure 
would mean annual defense expenditures of $57.6 billion 
for the United States. The latter figure was based on an 
estimated national income of $80 billion. 

The mere fact that a high proportion of national income 
is directed to war or defense activities by one country does 
not establish a presumption that another country can allo- 
cate an equally high percentage for the same purpose. 
The figures cited are presented only to show what other 
nations are doing and not for the purpose of suggesting 
a possible maximum for the United States. Neither the 
ratio of 50% for the United Kingdom nor that of 72% 
for Germany should be regarded as a maximum for these 
countries, but it is probable that the figure for Germany 
is not much below the maximum attainable. 

There is, of course, one outstanding difference between 
our current defense effort and the war efforts of the United 
Kingdom and Germany. The United States has not become 
actively engaged in hostilities. Regardless of the urgency 
of defense requirements, a nation not at war may find it 
difficult to devote so large a proportion of the national 
product to armaments and defense purposes as a nation 
actively engaged in hostilities. There is a greater willing- 
ness to make the required sacrifices when there is active 
participation in war. However urgent prewar defense de- 
mands may be, the beginning of hostilities usually means 
a greater degree of national unity than existed previously. 
War involves continuous replacement of munitions, arma- 
ments and materials, which may entail substantially larger 
expenditures than the accumulation of stocks in antici- 
pation of need. In addition, war itself involves certain 
expenditures that are nonexistent or of minor importance 
during a period of preparation for war. 

Significance of the Level of National Income 

The level of the national income is an important ele- 
ment affecting our ability to meet defense costs. The 
theoretical maximum that can be diverted to defense pur- 
poses is equal to the national product less essential con- 
sumption and less also the portion of the national product 
required to maintain the capital equipment of the nation. 
Over a short period some deterioration in capital equip- 
ment might be permitted, but in the case of a major de- 
fense effort extending over a period of years nothing is 
more important than that industrial plants and other cap- 
ital facilities he maintained in satisfactory condition. 

In defining the theoretical maximum it would be er- 


August, 1941 


roneous to assume that essential consumption is roughly 
the equivalent of a level slightly above the subsistence 
level for a large part or all of the civilian population. 
Essential consumption under an all-out defense or war effort 
may be defined as the consumption necessary to maintain 
both the physical well-being of the population and a proper 
psychological attitude toward the defense effort and its 
objectives. It might be possible to maintain the health of 
the nation, even though restrictions placed civilian con- 
sumption only slightly above the subsistence level. But 
sudden and drastic shifts in permissible consumption stand- 
ards should be avoided, if at all possible, because of their 
possible effect on the attitude of the public and its willing- 
ness to support the defense effort. This is perhaps a more 
important consideration at a time when the defense effort 
does not involve participation in actual hostilities than when 
there is direct involvement in war. 

Another limiting factor is that not all plants and capital 
facilities can be adapted to defense requirements. Many of 
those that can be so adapted can be made available for 
the fulfillment of defense requirements only at costs that 
are relatively uneconomical. For this reason, among others, 
the theoretical maximum that can be allocated to defense 
purposes cannot be attained in practice, certainly not in 
any relatively brief period. Even a close approximation of 
the theoretical maximum presupposes a considerable transi- 
tion in the character and composition of the capital facilities 
of the nation. 

The first important step in planning the financing of a 
major defense effort is to ensure that the national income 
is brought to a high level, thereby increasing the margin 
over and above requirements for other than defense pur- 
poses. The increment over and above the previous income 
will to a large extent be accounted for by defense materials, 
if the program is carefully planned. 

An expanding national income is vital from the stand- 
point of finance. It is a commonplace that taxable capacity 
increases more rapidly than income. To the extent that de- 
fense requirements are met from an expanding income, the 
over-all burden of the costs may be negligible, as compared 
with that part which involves impinging on ordinary private 
consumption. 

It would, of course, be completely erroneous to assume 
that a defense effort as large as that in which the United 
States is now engaged could be financed without any real 
sacrifices. In the past year a large sector of the public has 
apparently believed that the additional burdens they will 
be asked to bear will be relatively small. To some extent 
this attitude has been encouraged by those responsible for 
the formulation of defense fiscal policy. Although savings 
for defense purposes are being encouraged among all 
groups, the federal tax burden on the lower income groups 
may not be materially increased. 


DEFENSE COSTS AND THE DISTRIBUTION OF INCOME 


Any major increase in governmental costs in relation to 
national income is normally accompanied by a changed dis- 
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tribution of incomes. As this article is not directly concerned 
with the ability-to-pay philosophy, the significance of pro- 
gressive income tax schedules in this connection will not be 
explored. For the purpose at hand, it is only necessary to 
point out that shifts in disposable incomes remaining after 
tax payments do occur. 

A pertinent question in this connection is whether redis- 
tribution of income should be an objective of defense fiscal 
policy. If the financing of the program is to be carried 
through with a minimum of friction, it would appear that 
there should not be any conscious effort to effect a redis- 
tribution of income. Sacrifices at all income levels will be 
necessary. The size of the program makes its financing ex- 
tremely difficult if direct taxes continue to be restricted to 
a limited group. For the present this appears to be the inten- 
tion, but the President's letter of July 31 to Chairman 
Doughton suggests strongly that personal exemptions will 
be reduced in the near future, probably not later than 1942. 

In addition to the effect of defense taxes on the distribu- 
tion of incomes, priorities and restrictions of various kinds 
will affect the flow of income and the distribution of the 
total disposable income among income recipients. The end 
result may be a gain in income for some individuals, but 
on the average there will be a decrease in the disposable 
balance remaining after tax payments. It is improbable that 
the national income considered as a totality of goods and 
services will be increased by the equivalent of the portion 
allocated to the defense program. 


THE TAXES-LOANS RATIO 


When the pending tax bill designed to raise $3.5 billion 
was first proposed, it was stated that the objective was to 
bring revenues to a point where they would equal two thirds 
of federal expenditures. As expenditures for the fiscal year 
1942 were then placed at $19 billion, it appeared that net 
federal revenues of $12,667 million would be necessary 
to achieve this goal. At the end of May, however, estimated 
expenditures for 1942 were placed at $22,169 million, and 
it now appears quite certain that the proposed addition of 
$3.5 billion! to revenues will not augment the total to a 
point where it will equal two thirds of expenditures. The 
Ways and Means Committee has stated that the bill with 
the present law will meet about 60% of anticipated ex- 
penditures. 

For the present it would seem that the principal signi- 
ficance of the two-thirds taxes, one-third loans ratio is as 
a statement of policy or intention. It is, of course, highly 
desirable that some such objective be kept in mind. In the 
World War period there was no definite policy. In some 
quarters an all-taxes, no-loans policy was advocated, but it 
was not accepted officially. It has not been claimed that any 
special merit attaches to the two-thirds, one-third ratio. 
Rather, its status is merely that of an approximate goal, 
the achievement of which is officially recognized as more 





‘Receipts in the fiscal on 1942 have been tentatively placed at $1.9 
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or less essential to the adequate financing of the defense 
effort. 

A question logically arises as to whether any test of 
adequacy can be applied to the two-thirds, one-third ratio. 
There is no doubt whatever as to the ability of the Treasury 
to service further increments to the federal debt, particularly 
at the present high level of national income. Further, as 
long as revenues cover a substantial part of expenditures 
and the continued productivity of the tax system seems 
assured, there will be little occasion to question the sound- 
ness of the federal credit. 

The soundness of the two-thirds taxes, one-third loans 
objective will depend in part on the manner in which 
the borrowing program is carried out. In other words, if all 
or most of the increase in indebtedness is financed from 
savings including investment of federal trust funds, the 
financing of the entire expenditure program will be on an 
acceptable basis. Funds available for investment in special 
issues are an important element in the Treasury's program. 
For the fiscal year 1942 investments of the unemployment 
trust fund and the old-age and survivors insurance trust 
fund are estimated at $1,288 million. Other trust and in- 
vestment funds becoming available for investment during 
the year will bring the total to perhaps as much as 
$1.5 billion.1 

These funds automatically become available for general 
purposes. They are especially significant at the present time, 
for the Treasury in effect obtains a substantial part of its 
requirements for loan funds without recourse to individual 
and business savings or bank credit expansion. In brief, 
their effect is to reduce that portion of total borrowings 
which may prove to be strongly inflationary in tendency. 
From the standpoint of inflation, only the disposition of 
market issues is significant. 

The success of the Treasury's borrowing program will 
depend on a number of factors. The defense savings bond 
and stamp program announced in May was a step in the 
right direction. The Treasury has reported that the initial 
returns are regarded as entirely satisfactory. In the first 
few months a substantial part of purchases was doubtless 
made with idle investment funds and in the future sales 
will more clearly depict the extent of the allocation of 
current savings to the government. Nevertheless, it is 
decidedly encouraging that cash receipts up to August 1 
exceeded $1 billion. 

It is too early to forecast the proportion of the net addi- 
tions to market issues for the fiscal year 1942 and later 
years that will be financed from current savings on a 
voluntary basis. Both the residual amount and the propor- 
tion, however, will be important items in the formulation 
of policies. If all except a minor proportion of borrow- 
ings can be covered without recourse to bank credit ex- 
pansion, the inflationary pull of ‘“‘artificial purchasing 
power” will be relatively unimportant. Because of the delay 





1Many of the funds becoming available for investment in special issues 
are savings in the full sense of the word, but they are not allocable or 
disposable according to the desires of individuals or business managements. 
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in the preparation and consideration of the 1941 tax bill, 
the fiscal year 1942 may present the first important test. 

On May 31 the deficit for the fiscal year 1942 was 
placed at $12.8 billion by the Bureau of the Budget. In 
arriving at this figure no allowance was made for the addi- 
tional revenues that will be produced by the 1941 tax 
legislation. If $1.9 billion of additional receipts are derived, 
the adjusted deficit becomes $10.9 billion. Assuming that 
social security and other funds becoming available for in- 
vestment will amount to $1.5 billion, net market borrow- 
ings for the year may be roughly estimated at $9.4 billion. 
Can so large an amount be derived from current savings? 
From voluntary savings? 

With the national income at a high level and tending 
to increase, it is theoretically possible to cover the 1942 
tax bill—federal, state and local—of $18 billion or more 
and make available an additional $10 billion for defense 
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purposes on a loan basis. But actual achievement of this 
goal will require careful fiscal planning and continuous 
reiteration of the importance of saving in the interest of 
defense. In particular, it will be necessary to abandon the 
idea that the defense effort can be adequately financed 
without direct tax contributions and savings on the part 
of large segments of the population. 

Integration of tax and borrowing programs is essential, 
if the defense effort is to be carried through with a 
minimum of friction throughout the economy. Dispropor- 
tionate tax increases on income brackets that normally 
account for a large part of all savings would, for example, 
tend to decrease the savings available for the purchase of 
savings bonds. A wide as well as an equitable distribution 
of the additional tax burden would appear to be necessary 
in order to ensure the complete success of both the tax and 
borrowing programs. 
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